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To: G.Marcus Neas
From: James P, Conley
HEAIL THSOUTH Corp.

1 enclose a copy of a report prepared by the Center for Financial Research and Analysis
on our client HEALTHSOUTH Corp. Flease do not copy or send the report 1o the client.

Please review the comments in this report, investigate them as you deem appropriate, and
prepare a written report to me by April 19.

Enclosare
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HEALTHSOUTH Corp.

March 9, 1995

Center for Financial Research & Analysis
10800 Mazwood Place .
Rockville, MD 20852-3526
Phone: (301) 530-8224 » Faxz (3071) 530-1963
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Two Parimaetar Park South
Birmingham, Alabama 356243
(205) 8€7-7116

| Primary SIC Code: 8093 37875 Clpse: 3539
Ticker Symbol: HRC Prior Month: $37.625 -40.625

Exchange: NYSE 52-Week: 525.25-41.25
1994 Fiscal Year-End: 12/31/94 P/E Ratio: 28 '
) Auditor: Ernst & Youn M. Cap.: $1.17 billion
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HEAL THSOUTH Corp. ("HEALTHSOUTH"), formerly known as HEALTHSOUTH Rebabilitation
jon (until January 1935), ismurmiun'shrgcstpmv'ﬂﬂ'ofmhabﬂiuﬁvehahbmem The
Coimnpany has mmmwmmgmfwmmmmofmmmmm
due o a wide vaxicty of physical conditions, such as stroke, head injury. orthopasdic problems,
aruromuscular discase, and sporm-related injuries. Such sexvices include physical therapy, sposts
medicine, work hardening, neororehabilization, occupational therapy, respiratory therapy, speech-language
pathalogy, and rehabilitarion pursing. The Campany's medical center facilities also provide gencral and

HEALTHSOUTH has articulated the objective of being the provider of choice for patients,
physicizans, and payors for ioparieat and ouzpatient rehabilitative healthcare services throughout the Upited
States, At September 30, 1994, the Company had 344 locations in 31 states, the District of Columbia. and
Ountario, Canada, inclding 106 ourpatient rehabilitation cemers and 103 associated sarellite clinics, 41
inpaticnt rehabilization facilities with 41 associated satellite ourpatient clinies, five medical centers, and 41
locadons providing otheT paticnt care services.

FINANCIAL SUMMARY
(5 millioxs) 9 Momths 9 Mapths = 1993 1992 %
1954 1953 Change Chanpe
Sales 7338 5.0 107% 4823 4070 19%
Oprrating Incame 1004 305 9% 702 $6.6 4%
Net Incoma 409 ?28.0 5% 6.7 29.7 77%)
Working Capital 180.1 I75.4 I% 1716 170.1 1%
L-T Debt B849.7 31703 130% T80 2995 1650%
Toltul Equily 347.1 3154 10% 295.0 250.1 %

© 1985 by the Crmier for Frapucie) Bescgmn sl Analysin (CFRA)
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FINDINGS

¢ Operational concerns

¢ Aggressive accouming for acquisitions
and for startup and related costs

¢ Wcak conpol environment

Concerns. Such concerns, as outlined below, relate to the composition of
}MTHSOIHH'smgromh;menuﬂmwdgxmmﬁmdeiﬂmmagrwhg
debt burden: and the boost provided by a sale-leaschack mansaction.

- Growth by Acguisinion. Ald:uuth{‘.ALTHSOU'I'H'srcpomd revenwe for the first nine months of
1994 mure-thap-doubled (relative o the corresponding prior-year period), this result derived
i yfmm:heacqnisiﬁonofNaﬁonalMedicalEmupriss,lncmME). While overall
memmbyw?%,mmnmlnmbymlylu.

HEALTHSOUTH's recent mergers and acquisitions, and recently anmnmeed plaxned acquisitions,

include the purchase of NME an December 31, 1993, for $385.1 million; a merger with ReLife, Inc.
(NASDAQ:RELTF), consummated through an exchange of comumon stock, on December 27, 1993;

the planned purchase, anticipsted in mid-April 1995, of Surgical Health Corporation through a
phmduzhmgeofamnmonandptefmwdmck; and the planned purchase, also suticipated in mid-

April 1995, of the rehabilitation hospital division of NovaCare, Inc. (NYSE:NOV) for $235 million. .

. Growing Medicare Concentration, Falling Margins. HEALTHSOUTH, which derives virually no
proﬁtﬁuneiMMedin:eorMedicaldfuMedpaﬁcm.hasmicnccdd:maﬁcgmwﬂtdmhgm
futnincmunﬂuoflminm:pmporﬂmofmemmdﬂwwﬁmMMDaﬂenutuTml
below)—largely because of the beavy concentration of Medicare reverue acquired from NME (see
Table 2 on the following pzge). As a result, the Campm‘:nﬂuugﬁformﬁ:tmm
plammeted from 7.8% in 1993 to 5.4% ig 1994.

Tehie 1: Revenue Breakdown

1954, 9 Months 1993 1992
Medicare 41% 3% ME
Medicaid 3% a% 2%
Other 36% 55% %

-umbqfnnbywm.-mu,mmwmafm The knfcamation in this Teport was basat os sources
Muumwmmymewﬁrwmuuumpuwwm
Commission: hat tn werrwity can be made, No dam or styiomenl i w sbould be conitrued Lo be s rcnvmendaion Sor the parchise, resenton, oF
sl uf the scoumities of the Gxopagy mextioned.

HEALTHSOUTH Corp. (3/9/95) 2‘
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Table 2: Medicare s 3 Percentage of Revenoe
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HEALTHSOUTH, Fxchulve of Selected Hospitals Acquired from HEALTHSOUTH, Including
mfms:w Ascquisition NME Hospltals Acquired from NME
30.6% 493% 9.7%

e Debt Burden. HEALTHSOUTH expericuced an cxplosion of long-term debt duting the fmalquartcr
of 1993, primarily as a result of the Company's acquisition sTaicgy. Urﬂcr.ﬂ'lc‘wcigh: of i growing
wm&:hmmmmw,anmofmgmhm-
double (for the nine-month period ended September 30) between 1993 and 1994. (See Table 3.)

Tsbie 3: Mhmﬂwmmu.lmmw

9730/94 123153 9/30/93
Long-Term Debt, $B50 million $780 million $3570 million
Reported
Imierest Expense a8 % of 386% 18.1% 1B5%
Operating Income’ (S monihs) (12 ponibs) _ @ M)

Jt deserves noting that HEALTHSOUTE's reported long-term debt load is understated by ths present
mdrunobﬁgsﬁom&mmthghm(aan&dhﬂtﬂuammpm
HEALTHSOUTH's financial sratements). Table 4 adjusts cenain long-term detn calcolarions (using
copscrVative assumprions) 10 incorporate this effect.?
mTah):shnmlonsmdeb:inmmparisonwbuﬂ:mhlandungﬂ:leams. The laner
calculation removes the effect of goodwill and other intangible asyets, which jumped during the first
ine moaths of 1994 by 46% (reaching 19% of toial assets), i the wake of the NME acquisition.

Tablc 4: mmmwm-rmmcuwhdmmmm.mﬂmﬁngmm

Reporied CFRA-Adjusted
L-T Debt / Equity 245 293
L-T Debt / Tokul Assets 0.63 0.76
L-T Dedt / Tangible Assets 0.78 0.94

b Opersiing smome for 1993 a adjuncd Dy eachullisg the opeasing expemec far the NME squisidan.

2 br st actjesting for e #ffect of the Compeny's sale-icaseback punzaction fa Juoe 1954
HEALTHSOUTH Corp. (3/9/95)
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’ nmﬁdamcmmwmwmﬁmmzmmmm .
HEALTHSOUTH received a cash infusion of $49 million in Jun= 1994 from Capstone Capital
Corporation, 3¢ part of a sale-leascback (SLB) ransaction for certain properties. HEALTHSOUTH
a0t oaly recorded the debe from this transaction off the books, but also realized an $8 million gain,
whl:hwillbeavailablcinﬁmreperiodnoboosuheCmnpany‘arcpomdearningn(andthnsmoﬁsct
sarnewhat the deleterious effect on HEALTHSOUTH's net margio of the NME acquisition).

ive Accounting for Acquisitions and for Startup end Related Costs. As outlined below,
mummmﬂsoummunpwdmwappmm@mmmmmmm

. Accounting for Acquisitions. Tomnediately afier acquiring NME on the last day of 1993, /
UEALTHSOUTH wrote 0ff 13% of the purchass price (amounting to $49.7 million). We would
quﬁﬁmlhnmnﬁvenfanywdmnkuahrgemﬁinmehnmadimMMm
gequisinion. AmuningthuHEALmSOUHIpaidwhﬂitwuidmaﬁkpﬁmfnrﬂuaqﬁmd
m.ﬂmﬁemﬁe-mofhpr:hupmshwﬂmﬂnmm&mpmy'nhmm
unmwmmummom-mmnmmmemnmmimm
assez accounis—whether tangible or jnrangible. Ry wrising off $49.7 million o the date of the
acguisition, however, HEALTHSOUTH gives the appearance of “clearing the decks” of expenses
shat would otherwise have to be charped in fusure periods against operating income. The Company
musappearsmhawmkenaszpmhnpmvﬁnnpamdpmfmbmwinmmﬁmm. We
therefore Warp that future operating results may bave to be interpreted in this light.

« Accounting for Siarsup and Related Costs, HEALTHSOUTH capitalizes organization, partnersiip
formatiop, and sarup costs, and subsequently amortizes such costs over three years. The balance of
capiralized costs in this account, befare amortization, totalled $77.9 million as ycar-cnd 1994—aa
increase of $81.5 miltion from the prior year. We feel that such costs should be expensed o3
incurrsd, ﬁnncthcynppﬂrmwusﬁmncordinaq.uauﬁngupauingm.

‘Weak Contral Environment. mgmecfulmatmcmusidcmembenafapubﬁ:mmy's
Board of Directors should lack any significant affiliation with sither the campany, its cascutive officers, of
mmnwdmbmwﬁawmmammm&mmmhmw.
Wcalsn:dmteth:tmcnoard:hmldbecampdnedufindivi&uhwithadivemmof:q:eﬁmmd
perspectives. Purthermore, we feel that a public company should avoid engaging in any significant
MMwmmm&mmoﬁm.ormWWMMMm
officers. As cutlined below, HEALTHSOUTH's Baard appears lacking with regard o such criteria

. AMMMM&'MM&MMM&W:MCOM& Three of the five
omside dirsctors on HEALTHSOUTH's Roard (George H. Strong, C. Sage Givens, and Yohn S,
Chamberlin) scrve as directars of Curaflex Health Services, Inc.—for which HEALTHSOUTH
Chairman and CEO Richard M. Scrushy also serves as a director. One of the other omsde directors,
Charies M. Newhall 1iE, serves with Mr. Scrushy as 2 director of Integrated Health Services, Inc.
Onlyoucumidedlrector.Dr.Phﬂﬁpc.Wntﬁm.appemmhckanymhamliaﬁmwithMr.
Scrushy.

HEALTHSOUTH Corp. (3/9/95)
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Mesars. Strong and Gwmm:alé’uswnhbr Walkins, as members of the Audit and

. Compeasation Comminiee. We are also roubled that this comminee, which combines two of the
mﬂMlmmﬁdwwmumigMMm(andwﬁ:hpnbmcumpaﬁsmuyspm
imnmupammmim).mamnﬂyasinglemﬁminlm(mchstﬁ:nyurforwm:he
Company reported in this arez).

.  Lack of Diversity on the Boerd. Three of the five cutside direciors (Messrs. Smong. Givens, and
NewhalD) have been described by HEALTHSOUTH as serving for their principal occupation sither as
apﬁmwmummﬂpaw&nvmcupimmm.

« Gensrous CEO Compsnsation, Mr. Scrushy's 1993 compensation included $2.72 million in salary
MMw;mmkwmngmm“ma.ﬂmﬂﬂmm:ﬁmmwﬁnhGWA
masmMemsmmmummmﬁmdmmm

. of previously granred stock options. HBIMcmmﬁnnmnwdmslmﬂlioninahryplus
borms, Mmgeﬂtl,Mr.SmNUhddomBDmiﬂiMMﬁmbhm-wopﬁomnt
year-cod 1993 and pearly $62 million at year-end 1994.

Incidmaﬂy,mennudnrbkmrsupomdmtithad *determined that [fhe aforementioned
@mawﬁm]wwmmdmmmmmcm'smmmm
mmwmofmmmamlmwmwmm
healhcare policy dusing 1993 CFRA pasmlates, however, that the Board is unlikely to Teprice
nmhopﬁnmwwuﬂmm:mm:&mtwomdiﬁms abare.

mkiqgufnpﬁmgraﬂﬂdmﬂs@ﬂ@dha:uﬂﬁﬁuﬁ:ﬂheﬁﬁaﬂmmhoﬁhmm
. "mmave thelr cake snd cat it too.® Opdmmgcnuallyvicwedasat-rirkmmpensaﬁm. 1f companits
mmpumfwnnﬂvonbhmkprkemwm.madmdd:nnhcndd:mpmmm
peutralized-while the gp-side hax been expanded. We consider such an approach a clear ransfer of
wezlth to executive option-holders from other Campany shareholders, While transfers of wealth may
maimﬁbjmﬁfuﬂcnamnfpmﬁdhgoiﬁmﬁﬁmiuhhmr&fmpaﬂeﬁusor
Wammm.wmwwmmufmmmmwmhu@iﬁm
more transparent manner—i.s., torough either salary, bopuzes, or new stock option prapis—the value
ofanyanhi:hwmﬂdbeupﬁdﬂymporwdinthcmﬂmeySmmm.

nmmmﬁngmmmommwmywwimplmam. mare
gmmﬂmmﬂv:mckopﬂmp%bu:mﬁmmc indignity of seeing the proposal voted down at
3 shaxcholder meeting in December 1994, While we consider it encouraging timt stockhalders ok
mmwmpmvmgwmmmmmumumﬂm«ofhm'mmm
jnto cermin excevtive officer pockess, we are novertheless roubled by HEALTHSOUTR's auempt to
implement a plan that institorional investnrs (who reporiedly led the charge against the stock aplion
plan) would consider out of bounds.

3 1993 ¥nny Stacment

HEALTHSOUTH Carp. (3/9/95)
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«  Relationship with Capstone Capital. Betwern Juge 73 and September 26, 1994, theCt?mpany v.
eogaged in roughly $50 million worth of sale-leascback uansar:!itm: with Capsnfnc Capfc_al Co:_-p.. a
REI'I‘esnhliahalbyMr.S:rushyfwthcpwposcqfhvuﬁngmmﬂhwhnspuﬂlﬁmlmuaﬂm
or physically arached to acute-care hospitals.

. Additional Related-Party Transactions. HEALTHSOUTH engaged in several signiﬁl:‘:lm rclated-
party oansactions during 1963 {the laat full year for which the Campany reparted in this area),
incioding- the following: .

- TthmpnypaidBSmmimfmmmt:rcquipmmmGCEmerpﬁm.anludded
reseller ownzd by Mrt. Scrushy's mother.

- nchmpanypddSSUs.DﬁmCuewﬂmﬁeﬂthCmp..ahumchﬂlmm_pmvhu
for which Mr. Scrushy and HEALTHSODUTH Senlor Vice President Michael D. Maxtm
formerly sexved as directors. At year-end 1953, the Company puaramseed $6 million on a Iine
of credit for Carerenders, in exchange for which Caretenders provided HEALTHSOUTH with
WAITRNLS 1o purchase 500,000 shares of Caretenders common stock.,

- mchmpﬂﬂu.SOOfumgmmmﬁwsRMMmphyﬂcimm
owned by HEALTHSOUTH o MedPartners, Inc. HEALTHSOUTH dircetor and cxccutive
.officer Larry R. House (President of HEALTHSOUTH Internarional, Inc. and New Business
Ventures) is Chairman and CEQ of MedParmers; and Mr. Scrushy is a directar of MedParmers
(with 3 10.5% ownership stake as of March 1994).

«  Loans to Officers. Al yeay-end 1993, the Company had outstanding loans of $414.000 w Mr, House /
and $400.000 to Executive Vice Prosidet and CFO and director Asyon Beam, Jr. .

HEALTHSOUTH Corp. (3/9/95)
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. HEALTHSOUTH Corp.
Schedule of Cash Flows
1954 Fiscal Year-End: 12/31/94

1994 1993 1982

Inflows ($ thoysancds)
QOperations 132,050 59,787 39,192
Proceeds from Sale of Markatable Secur. 1,660 20,554 14,041
Proceeds from Sale of Prop,, Plant, & Equip. 59,025 0 o
Changes in Other Assets . 0 0 1,834
Proceeds from Borrowings 550084 512,710 169,800
Procaeds from Exarcise of Options 13.895 1,736 6,788
Proceeds from Stock Issuance 533 4] 19,004
Other 1,489 1,061 1,328
Totsl Inflows 758,746 595,848 251,988 -
Outfiows (S fhensands) ‘
Purchase of Prop., Plant, & Equip. . 123575 113,161 88,503
Additions to intangible Assets 58,307 39,156 25.205
Net Assets Acquired through Acquisitions 85,967 428,307 53,981
Changes in Other Assets 17.626 4,846 0
Investments in Marketable Securilies 9,126 6,000 13,000
Principal Payments on Debt & Leases : 462,481 17,731 61,313
Loans fo Empl. Stock Oplion Plan 0 0 10,000
Transactions Related to Limited Partners ._.3146 4621 34,329
. Total Outflows 761,128 613,882 266,311
inflows (Percentage of Total)
Operations 17.40% 10.03% 15.55%
Proceads from Sale of Markatable Secur. 0.22% 3.45% 5.57%
Proceeds from Sale of Prop., Plant, & Equip. 7.78% 0.00% 0.00%
.Changes in Other Assets 0.00% 0.00% 0.73%
Proceeds from Bormowings 72.50% 86.05% 67.38%
Proceeds from Exercise of Options 1.83% 0.29% 2.69%
Proceeds from Stock Issuance 0.07% 0.00% 7.54%
Other _ 0.20% 0.18% 0.53%
Total Inflows 100.00% 100.00% 100.00%
Outflows (Percentage of Total)
Purchase of Prop., Plant. & Equip. 16.24% 18.43% 33.23%
Additions to intangible Assels 7.79% 6.38% 9.46%
Net Assets Acquired through Acquisitions 1129% 69.77%  20.26%
Changes in Other Assets 2.30% 0.79% 0.00%
Investments in Marketable Securities 1.20% 0.98% 4.88%
Principal Payments on Debt & Leasas 60.76% 2.89% 23.02%
Loans io Empl. Stock Option Plan 0.00% 0.00% 3.76%
Transactions Related to Limited Pastners .. 0.41% 0.76% 5.38%
. Tatal Outflows {00.00%  100.00%  100.00%
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